In the wake of the corporate scandals of the past several months, ISS often receives inquiries as to our views on the two or three key governance changes that-if adopted by all issuers-would help investors to avoid similar market meltdowns in the future. 1 Unquestionably, the item on our wish list that draws the blankest stares from corporate America is the call for annual elections of all members of corporate boards.
These visceral responses are not surprising given the recent degeneration of the staggered terms versus annual election debate. 2 Few governance issues produce the same "Shareholders Are from Mars, Executives Are from Venus" level of disconnect. Simply put, executives and investors view the boardelection timing issue from different perspectives. As is often the case with such genetic-level disagreements, where each group stands is dictated by where its members sit.
Executives favor strong defense. From the vantage of the executive suite, most chief executives (and their legal and investment banking advisers) view classification, first and foremost, as a potent defense against challenges to corporate control. 3 Over the past decade, executives have seen successive 4 In the absence of classified board terms, proxy fights have proven an effective antidote to all but the most toxic (read: dead hand) poison pills. In contrast, staggered terms guarantee a long delay in the bidding process. 5 Executives argue that classification protects shareholders. Professors Bebchuk, Coates, and Subramanian shatter the shareholder-value-enhancement mythology that some boards have used to justify their staggered structures in recent years. 6 Unlike studies concerning shareholder-rights plans, 7 there is no empirical evidence that classified boards provide tangible economic benefit to shareholders.
Shareholders favor annual terms. Shareholders tend to shun staggered terms. Over the past decade, resolutions to repeal classified boards have appeared on ballots at hundreds of companies. 8 These requests to return to annual elections of the full board typically win significant amounts of support. Since the 2000 proxy season, repeal proposals have averaged support in excess of fifty percent of the votes cast. 9 The 2002 proxy season was a high watermark. 10 Average voting support for the fifty-six proposals that made it to corporate ballots was a whopping Defenders of the status quo note that these majority votes fall short of the supermajority vote lock-in requirements-typically two-thirds or eighty percent of the outstanding shares-required for repeal. 14 This opposition is not a knee-jerk reaction to the obvious chilling impact of classified boards on the market for corporate control. Instead, most shareholders view annual board elections as an essential ingredient in maintaining corporate accountability. 15 Over the years, they have learned firsthand that directors are more likely to act in shareholders' best interests when they know that they may be turned out of office.
Proxy challenges. At the extreme, annual elections allow investors to change control of the board at a single meeting (or even absent one via a consent solicitation if possible).
Replacement of an entire incumbent board may be warranted when a board fails to bargain in good faith with an unquestionably qualified bidder. 16 Even where the vote is an effective referendum on a significant premium-to-market offer, shareholders generally favor dissident nominees only when they are clearly "independent" both from management and the bidder.
More importantly, shareholders must be able to remove directors who fail to oversee management and thus allow for fraud or mismanagement. 17 investors to return for two successive meetings to remove a board that may be allowing management to loot the company is nonsensical. Shortchanging short slates. Full-blown contests for boardroom control are rare. Even long-term poor stock price performance typically is not enough to convince shareholders to hand the keys to the boardroom over to an insurgent group. This "show me the money" mentality has led dissidents in recent seasons to turn to "short slate" proxy fights.
Playing off of the proxy rules' bona fide nominee requirements, dissidents may, in effect, fill out their slates with some of management's nominees. (Technically, the rules require the dissident to indicate the specific nominee(s) that it intends to withhold votes for, since the insurgent cannot include candidates on its slate without their express permission. 18 ) Not surprisingly, dissidents often use these new tactics to target underperforming board members. Common targets include employee directors, conflicted outsiders, and truants. Classified board structures frustrate these campaigns by limiting the dissidents' choice in designing a replacement board. In this fashion, the staggered structure actually protects underperforming directors.
Just Vote No campaigns. Most directors have a better chance of being run over by a bus in front of corporate headquarters than facing a challenge to their tenure via a proxy fight-full or short slate. In the modern governance era, shareholders are much more likely to use the election of the board as an opportunity to register their displeasure with the conduct of individual directors. 19 These so-called "Just Vote No" campaigns took place at thousands of annual meetings in 2002. 20 Unlike political forms of representative democracy, shareholders' contact with their elected representatives is limited at best. Corporate management typically discourages direct communications between shareowners and directors. Few companies, for example, take outside directors on investor road shows or make them available during quarterly earnings calls. As a result, the only real opportunity that most owners have to express their views to board members is via the vote at a shareholder meeting. Withholding voting authority from board nominees has emerged as a significant weapon in shareholders' activism arsenals over the past decade. 21 Today, it is common for directors to look at the report of the inspector of elections and to see that holders of twenty percent or more of the company's shares voted against their reelection.
Most of the reasons cited by investors for pursuing these "vote no" campaigns are much less effective when a company has staggered terms.
• Shareholders cannot protest a decision by the board to fail to take action in response to a majority vote on a shareholder proposal.
• They might not be able to protest a director's poor attendance.
• They might not be able to protest a director's conflicts of interest with members of senior management.
• They cannot protest payment of excessive levels of CEO remuneration if all members of the compensation committee are not on the ballot.
• They cannot address inadequate executive succession planning by the full board if all the directors are not standing for reelection. Fostering accountability. Proclassification executives and commentators chant "stability" and "continuity" to justify staggering directors' terms, 22 but the real goal is to vest final decisionmaking authority on all-important strategic issues with the board and management. Such logic stretches the usual gap between ownership and control into a chasm.
Such paternalism is misplaced. A decade of proxy fight activity has graphically demonstrated that shareholders rarely hand over control of a board to a dissident slate at a single meeting without compelling justification.
The only true role played by a classified board is to obstruct the process. If shareholder protection from "low ball" and discriminatory bids is the goal, other forms of defense, such as fair price provisions or poison pills, are better suited to the task. Interestingly, the one-bite-of-the-apple reform approach suggested by the authors is similar in effect to so-called "chewable" pills. 23 Although their forms vary, these pills typically dissolve if a majority of shareholders approve a "qualified offer" or vote to redeem the pill.
Annual elections of the entire board promote accountability. They also foster communications between investors and their elected representatives,
